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Notice to Readers
This Audit Risk Alert, prepared by the AICPA staff, is intended to provide 
auditors of financial statements of investment companies with an overview 
of recent economic, industry, regulatory, and professional developments 
that may affect the audits they perform.
This publication is an Other Auditing Publication as defined in Statement 
on Auditing Standards (SAS) No. 95, Generally Accepted Auditing Stan­
dards (AICPA, Professional Standards, vol. 1, AU sec. 150). Other Auditing 
Publications have no authoritative status; however, they may help the audi­
tor understand and apply SASs.
If an auditor applies the auditing guidance included in an Other Audit­
ing Publication, he or she should be satisfied that, in his or her judg­
ment, it is both appropriate and relevant to the circumstances o f his or 
her audit. The auditing guidance in this document has been reviewed by 
the AICPA Audit and Attest Standards staff and published by the AICPA 
and is presumed to be appropriate. This document has not been approved, 
disapproved, or otherwise acted on by a senior technical committee o f 
the AICPA.
The AICPA staff wishes to thank Christopher Strong for the assistance and 
contributions provided in the review of this Audit Risk Alert.
Maryann Kasica, CPA 
Technical Manager 
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Investment Companies Industry 
Developments—2002/03
How This Alert Helps You
This Audit Risk Alert helps you plan and perform your invest­
ment companies industry audits. The knowledge delivered by this 
Alert assists you in achieving a more robust understanding of the 
business and economic environment in which your clients oper­
ate. This Alert is an important tool in helping you identify the sig­
nificant risks that may result in the material misstatement of your 
client's financial statements. Moreover, this Alert delivers informa­
tion about emerging practice issues, and information about cur­
rent accounting, auditing, and regulatory developments.
If you understand what is happening in the investment compa­
nies industry and you can interpret and add value to that infor­
mation, you will be able to offer valuable service and advice to 
your clients. This Alert assists you in making considerable strides 
in gaining that industry knowledge and understanding it.
This Alert is intended to be used in conjunction with the AICPA 
general Audit Risk Alert—2002/03 (product no. 022333kk). You 
should refer to the full text of the accounting and auditing pro­
nouncements, as well as the full text of any rules or publications 
that are discussed in this Alert.
Economic and Industry Developments
Statement on Auditing Standards (SAS) No. 22, Planning and Su­
pervision (AICPA, Professional Standards, vol. 1, AU sec. 311), 
among other matters, provides guidance for auditors regarding the 
specific procedures that should be considered in planning an audit 
in accordance with generally accepted auditing standards (GAAS). 
SAS No. 22 states that the auditor should obtain a knowledge of 
matters that relate to the nature of the entity’s business, its organiza­
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tion, and its operating characteristics, and consider matters affecting 
the industry in which the entity operates, including, among other 
matters, economic conditions as they relate to the specific audit.
Also, paragraph 2.99 in the Audit and Accounting Guide Audits 
of Investment Companies states that economic conditions in the 
jurisdictions in which funds invest may affect the auditors assess­
ment of inherent risk for assertions in investment companies’ fi­
nancial statements. Factors that auditors should consider include 
local rates of inflation, government stability, and local tax rules. 
Auditors should consider whether such indicators create, inten­
sify, or mitigate inherent risk.
Economic Developments
For a thorough discussion of the economic and business environ­
ment, see the AICPA general Audit Risk Alert—2002/03.
The U.S. Economy in Recovery
Investment companies operated and invested through the first 
three quarters of 2002 in an economy in recovery from the re­
cession experienced in 2001. The economic word for 2001 was 
uncertain, and that continues to hold true for 2002. The current 
mix of opposing trends— solid demand, but no strong pickup in 
jobs— stems partly from the nature of this business cycle. In other 
words, mild recoveries tend to follow mild recessions.
Some matters in the forefront during the first three quarters of 
2002 were allegations of fraudulent financial reporting, employee 
layoffs, increased government regulation and security procedures 
resulting from terrorism concerns, and weak corporate profits re­
ported in some business sectors. Some of the other economic de­
velopments of 2002 are presented in this section of the Alert.
The Equities Markets
Activity in the U.S. equities markets through the first three quar­
ters of 2002 was volatile. The Dow Jones Industrial Average 
(DJLA), Standard and Poor’s (S&P) 500 Index, and National As­
sociation of Securities Dealers Automated Quotation (NASDAQ) 
composite continued their declines of the two previous years.
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Low Interest Rates
Interest rates have remained low. Following a number of cuts by 
the Federal Reserve Board in 2001, the federal funds rate stayed 
at 1.75 percent through much of 2002, until the rate was cut 
again in November 2002, to 1.25 percent. Many homeowners 
took advantage of the opportunity provided by lower interest 
rates and refinanced their mortgages.
Consumer Spending
Consumer spending, which accounts for two-thirds of U.S. eco­
nomic output, has remained strong through the first half and 
into the third quarter of 2002, fueled by demand for new auto­
mobiles and a strong housing market.
Fund Performance
Through the first three quarters of 2002, there was not a lot of 
good news to be found when looking at fund performance. In­
vestors in stock funds, accustomed to double- and even triple­
digit gains in recent years, were now seeing negative returns, 
more frequently in the double digits. Investors saw these negative 
returns across a wide range of funds— growth funds, as well as 
value funds, large cap as well as small-cap funds, diversified 
funds, and many sector funds, among others.
The news, however, was better for other investment companies. A 
number of money market funds and bond funds, as well as some 
stock funds, were able to provide investors with positive returns. 
Also, starting in June 2002, and continuing in the third quarter, 
many investors began pulling out of stock funds. A number of 
bond funds and money market funds were the beneficiaries of in­
vestor actions away from stock funds, as investors who viewed 
bond and money market funds as a less riskier investment alterna­
tive to stock fund investment responded by moving their invest­
ment dollars into bond and money market funds. The continuing 
declines in interest rates through the year, however, highlighted by 
the Federal Reserve Board’s half-point reduction in the discount 
rate in 2002, resulted in the movement of money market fund 
yields, after expenses, near (and in a few cases even below) zero. A
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number of investment advisers or sponsors of money market 
funds have waived fees or assumed fund expenses to maintain a 
positive yield to shareholders. Auditors should understand these 
waiver and assumption agreements and determine that they are 
properly accounted for and disclosed in fund financial statements.
Investing in Riskier Instruments
This section of the Alert previously discussed the weak perfor­
mance of many funds. Investment companies, seeking to retain 
investors and stem fund outflows, may be under increased pres­
sure to find ways to improve fund performance and outperform 
competitors and benchmarks. Auditors should consider the pos­
sibility that investment companies, seeking higher returns for in­
vestors, may be investing in more illiquid investments, or in debt 
instruments that have a greater potential for default. As discussed 
in paragraph 2.59 of the Audit and Accounting Guide Audits o f 
Investment Companies, adverse economic developments often lead 
to increases in the default rates of debt securities. In addition to 
occasional capital infusions, professional fees to legally restruc­
ture the investments are frequently incurred by bondholders. 
Paragraphs 2.56 and 2.57 of the Guide note that for defaulted 
debt securities, in accordance with Financial Accounting Stan­
dards Board (FASB) Statement of Financial Accounting Stan­
dards No. 5, Accounting for Contingencies, accrued interest should 
be written off when it becomes probable that the interest will not 
be collected and the amount of uncollectible interest can be rea­
sonably estimated. The portion of interest receivable on defaulted 
debt securities written off that was recognized as interest income 
should be treated as a reduction of interest income. Write-offs of 
purchased interest should be reported as increases to the cost 
basis of the security, which will result in an unrealized loss. Para­
graphs 2.60 and 2.61 of the Guide discuss accounting for capital 
infusions and workout expenditures. Auditors should also focus 
on the valuations of potentially distressed securities, considering 
the guidance in paragraphs 2.126 through 2.135.
Auditors should also consider the additional risks that may be pre­
sent in certain types of asset-backed securities (ABS). For example,
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collateralized bond obligations (CBOs), or collateralized loan 
obligations (CLOs), are types of ABS supported by pools of debt 
obligations of issuers of varying levels of creditworthiness. Many 
CBOs or CLOs achieved investment grade ratings through provid­
ing collateral upon formation of the ABS valued well in excess of 
the ABS’ principal value on maturity. Unexpectedly high default 
rates in the pools of debt obligations, however, may have eroded 
the collateral’s value to such an extent that the original level of pro­
tection no longer exists, resulting in less certainty of full repayment 
of particular issues of CBOs or CLOs on maturity and reduced 
market valuations. Additionally, highly publicized allegations of 
fraud by a significant issuer of receivables-backed ABS in late 2002 
have caused additional concerns in the ABS market. Auditors 
should understand fund procedures for both valuing holdings of 
ABS and analyzing the collateral supporting them, particularly 
when independent market prices are not readily obtainable.
For additional discussion about auditing and accounting for in­
vestments, including valuation of investments, see “Auditing and 
Accounting for Investments” in the “Audit Issues and Develop­
ments” section of this Alert.
Exchange-Traded Funds
In 2002, the investment companies industry continued to present 
new types of investment opportunities. One area where this is re­
flected is exchange-traded funds (ETFs). At the start of 2002, the 
ETFs tracked only equity indexes, such as the S&P 500, DJLA, or 
NASDAQ 100. In 2002, the Securities and Exchange Commis­
sion (SEC) approved an exemption application that would permit 
ETFs that track fixed-income indexes. Also, in November 2001, 
as discussed in last year’s Alert, the SEC issued the Concept Re­
lease Actively Managed Exchange Traded Funds, which sought com­
ments on issues relating to actively managed ETFs. This Concept 
Release is available on the SEC Web site at www.sec.gov.
Pressures to Establish Cost-Cutting Measures
In this weakened economic environment, increased pressures may 
exist to establish cost-cutting measures at investment companies
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and at the organizations providing services to the investment 
company, such as custodians, transfer agents, and administrators.
Auditors of investment companies should consider the possible 
effects of cost-cutting measures, such as hiring freezes and em­
ployee layoffs, on internal control. Employee layoffs may result in 
a shortage of staff with needed skills and knowledge of the unique 
industry accounting and regulatory requirements, negatively af­
fecting the ability to record, process, summarize, and report the 
investment company’s financial data. Responsibilities that were 
previously segregated may be combined, allowing for greater op­
portunities to conceal errors or fraud.
SAS No. 55, Consideration of Internal Control in a Financial State­
ment Audit (AICPA, Professional Standards, vol. 1, AU sec. 319), as 
amended, provides guidance on the independent auditor's consider­
ation of an entity’s internal control in an audit of financial statements 
in accordance with GAAS. In all audits, the auditor should obtain an 
understanding of internal control sufficient to plan the audit by per­
forming procedures to understand the design of controls relevant to 
an audit of financial statements, and determine whether they have 
been placed in operation. The auditor then assesses control risk for 
the assertions embodied in the account balance, transaction class, 
and disclosure components of the financial statements. Also, weak­
nesses in internal control that the auditor concludes constitute sig­
nificant deficiencies that are reportable conditions, should be 
communicated to the audit committee in accordance with SAS No. 
60, Communication of Internal Control Related Matters Noted in an 
Audit (AICPA, Professional Standards, vol. 1, AU sec. 325).
If an investment company uses a service organization, transac­
tions that affect the investment company’s financial statements 
are subjected to controls that may be physically and operationally 
removed from the investment company. Consequently, the in­
vestment company’s internal control may include controls that 
are not directly administered by the investment company. Plan­
ning the audit may require the auditor of the investment com­
pany to gain an understanding of controls at the service 
organization that may affect the investment company’s financial
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statements. This understanding may be gained in several ways, 
including obtaining a service auditor’s report. SAS No. 70, Service 
Organizations (AICPA, Professional Standards, vol. 1, AU sec. 
324), as amended, provides guidance on the factors an indepen­
dent auditor should consider when auditing the financial state­
ments of an entity that uses a service organization to process 
certain transactions, as well as guidance for independent auditors 
who issue reports on the processing of transactions by service or­
ganizations for use by other auditors. See the related discussion 
“Audit Guide Service Organizations: Applying SAS No. 70, as 
Amended’’ in the “New Auditing and Attestation Pronouncements, 
Quality Control, and Other Guidance” section of this Alert.
Mergers of Funds
Auditors of investment companies may find their clients have 
been involved in a fund merger. You can find guidance about fund 
mergers in the section “Business Combinations” in Chapter 8 of 
the Audit and Accounting Guide Audits o f Investment Companies. 
That discussion notes that a registration statement on SEC Form 
N-14 is filed in connection with a fund merger. Form N-14 con­
tains information about the companies involved in the transac­
tion, historical financial statements, and pro forma financial 
statements. Form N-14 instructions, and Article 11 of Regulation 
S-X, may assist in understanding the requirements for pro forma 
financial statements in merger proxy statement and prospectus fil­
ings. Also, as a result of fund mergers, auditors of investment 
companies who may find themselves in the role of either predeces­
sor or successor auditor should consider the guidance in SAS No. 
84, Communications Between Predecessor and Successor Auditors 
(AICPA, Professional Standards, vol. 1, AU sec. 315), as amended. 
SAS No. 84 provides guidance on communications between pre­
decessor and successor auditors when a change of auditors is in 
process or has taken place. You should note that conforming 
changes were made in 2002 to the “Business Combinations” sec­
tion in the Audit and Accounting Guide Audits o f Investment 
Companies as a result of the issuance of FASB Statement No. 141, 
Business Combinations.
11
Regulatory Developments1
SAS No. 22, Planning and Supervision, states that in planning the 
audit, the auditor should consider matters affecting the industry in 
which the entity operates as they relate to the audit, including, 
among other matters, government regulations. This section of the 
Alert provides brief summaries of some of the regulations issued and 
regulatory publications released since the writing of last year’s Alert 
that may affect your clients in the investment companies industry.
SEC Regulations
Some of the final rules that the SEC issued since the writing of 
last year’s Alert are:
• Approved information collections (Releases No. 33-8071, No. 
34-45601, No. 35-27505, No. 39-2396, No. IC-25471, 
and No. IA-2021). In March 2002, the SEC amended its 
rules concerning information collection requirements under 
the Paperwork Reduction Act to update the display of Of­
fice of Management and Budget control numbers associated 
with the SEC’s collection of information. Effective date: 
March 27, 2002.
• Registration form for insurance company separate accounts 
registered as unit investment trusts that offer variable life in­
surance policies (Releases No. 33-8088 and No. IC-25522). 
In April 2002, the SEC adopted a new registration Form 
N-6 for insurance company separate accounts that are reg­
istered as unit investment trusts and that offer variable life 
insurance policies. Form N-6 is to be used by these sepa­
rate accounts to register under the Investment Company
1. Readers should be alert for updates, amendments, or other changes to the rules dis­
cussed in this section of the Alert and other recent developments related to regulatory 
activities. The brief summaries provided in this section of the Alert are for informa­
tional purposes only. Readers should refer to the full text o f the regulations and other 
documents that are discussed in this section of the Alert. The complete text of Securi­
ties and Exchange Commission (SEC) final rules discussed in this section of the Alert, 
rules adopted subsequent to the writing of this Alert, as well as proposed rules and 
other SEC information, can be obtained from the SEC Web site at www.sec.gov. See 
the “Information Sources” table at the end of this Alert for a list of some Web sites 
that can provide additional information on regulatory issues and developments.
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Act of 1940 (1940 Act) and to offer their securities under 
the Securities Act of 1933 (1933 Act). Form N-6 replaces 
Form N-8B-2 and Form S-6 for these registrants. The SEC 
also amended Form N-1A to require a fee table for mutual 
funds that offer their shares as investment options for vari­
able life insurance policies and variable annuity contracts. 
Technical amendments to various rules under the 1933 Act 
and the 1940 Act, and to Form N-8B-2 were also adopted. 
Effective date: June 1, 2002. See the SEC release for com­
pliance date information.
• Amendment to definition o f equity security (Releases No. 
33-8091 and No. 34-45769). The Commodity Futures 
Modernization Act of 2000 amended the definition of se­
curity in the 1933 Act and the definitions of security and eq­
uity security in the Securities Exchange Act of 1934 (1934 
Act) to include a security future. In April 2002, the SEC 
amended Rule 405 under the 1933 Act and Rule 3al 1-1 
under the 1934 Act to include security futures in the defin­
ition of equity security, consistent with the statutory treat­
ment of security futures. Effective date: June 7, 2002.
• Exemption for the acquisition o f securities during the existence 
o f an underwriting or selling syndicate (Release No. IC- 
25560). In April 2002, the SEC adopted amendments to 
Rule 10f-3 under the 1940 Act. Rule 10(f) under the 1940 
Act prohibits a fund from purchasing any security during 
an underwriting or selling syndicate if the fund has certain 
affiliated relationships with a principal underwriter for the 
security. Rule 10f-3 permits a fund to purchase securities 
in a transaction that Section 10(f) would prohibit, if cer­
tain conditions are met. The amendments to Rule 10f-3 
expand the exemption that rule provides to permit a fund 
to purchase U.S. government securities in a syndicated of­
fering. Effective date: May 10, 2002.
• Technical amendments to rules and forms due to the National 
Securities Markets Improvement Act o f 1996 and the 
Gramm-Leach-Bliley Act (Releases No. 34-46106 and No. 
IC-25621). In June 2002, the SEC adopted technical
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amendments to rules and forms under the 1940 Act and 
the 1934 Act to correct statutory references included in the 
rules and forms. Effective date: July 8, 2002.
• Investment company mergers (Release No. IC-25666). In 
July 2002, the SEC adopted amendments to expand the 
availability of Rule 17a-8 under the 1940 Act. The amend­
ments permit affiliated fund mergers regardless of the rea­
sons for the funds’ affiliation, and permit mergers between 
funds and affiliated persons that are bank common trust 
funds, bank collective trust funds, and unregistered insur­
ance company separate accounts, provided that the survivor 
is a registered investment company. The amendments sub­
ject the exemption to certain additional conditions de­
signed to protect investors. Effective date: July 26. 2002. 
See the SEC release for compliance date information.
• Ownership reports and trading by officers, directors, and prin­
cipal security holders (Releases No. 34-46421, No. 35- 
27563, and No. IC-25720). In August 2002, the SEC 
adopted rule and form amendments to implement the ac­
celerated filing deadline applicable to change of beneficial 
ownership reports required to be filed by officers, direc­
tors, and principal security holders under Section 16(a) of 
the 1934 Act, as amended by the Sarbanes-Oxley Act of 
2002. Effective date: August 29, 2002.
• Certification and disclosure in companies' quarterly and an­
nual reports (Releases No. 33-8124, No. 34-46427, and 
No. IC-25722). In August 2002, the SEC adopted new 
rules, including new Rule 30a-2 under the 1940 Act, and 
rule amendments, including amendments to Rule 30b1-3 
and Form N-SAR under the 1940 Act. Rule 30a-2 requires 
a registered investment company that files periodic reports 
under Section 13(a) or 15(d) of the 1934 Act to include 
the certification specified by Section 302 of the Sarbanes- 
Oxley Act of 2002 in those periodic reports. Section 302 
of the Sarbanes-Oxley Act of 2002 requires the SEC to 
adopt final rules requiring an issuer’s principal executive 
officer or officers and principal financial officer or officers
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each to certify the financial and other information con­
tained in the issuer’s quarterly and annual reports. The in­
structions to Form N-SAR are amended to require the 
specified certification be filed as an exhibit to the form. In­
vestment companies filing reports on Form N-SAR under 
sections 13(a) and 15(d) of the 1934 Act will also be re­
quired to maintain and evaluate disclosure controls and 
procedures under new 1934 Act rules 13a-15 and 15d-15. 
Effective date: August 29, 2002.
• Acceleration o f periodic report filing dates and disclosure con­
cerning Web site access to reports (Releases No. 33-8128 and 
No. 34-46464). In September 2002, the SEC adopted 
amendments to rules and forms to accelerate the filing of 
quarterly and annual reports under the 1934 Act by do­
mestic reporting companies that have a public float of at 
least $75 million, that have been subject to the 1934 Act’s 
reporting requirements for at least 12 calendar months, 
and that previously have filed at least one annual report. 
The changes for these accelerated filers will be phased in 
over three years and begin for reports filed by companies 
that meet the definition of accelerated filer as of the end of 
their first fiscal year ending on or after December 15, 
2002. The SEC also adopted amendments that require ac­
celerated filers to disclose in their annual reports where in­
vestors can obtain access to their filings, including whether 
the company provides access to its forms 10-K, 10-Q, and 
8-K on its Internet Web site, free of charge, as soon as rea­
sonably practicable after those reports are electronically 
filed or furnished to the SEC.
• Disclosure of costs and expenses by insurance company separate 
accounts registered as unit investment trusts that offer variable 
annuity contracts. In November 2002, the SEC adopted 
amendments to Form N-4, the form used by insurance 
company separate accounts that are organized as unit in­
vestment trusts and that offer variable annuity contracts to 
register under the 1940 Act and offer their securities under 
the 1933 Act. The amendments revise the format of the fee
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table of Form N-4 to require disclosure of the range of 
total expenses for all of the mutual funds offered through 
the separate account, rather than disclosure of the expenses 
of each fund. Other amendments to the format and in­
structions for the fee table of Form N-4 were also adopted. 
The SEC also adopted amendments to the fee table of 
Form N-6, the registration form for insurance company 
separate accounts that are registered as unit investment 
trusts and that offer variable life insurance policies. The 
amendments require disclosure of the range of total ex­
penses of ail of the mutual funds offered, consistent with 
the amendments to the fee table of the registration form 
for variable annuities. Effective date: December 23, 2002. 
See the SEC release for compliance date information.
Other SEC Developments
Frequently Asked Questions About Rule 35d-1 
(Investment Company Names)
The staff of the SEC’s Division of Investment Management has 
prepared responses to frequently asked questions about Rule 35d- 
1, which addresses certain broad categories of investment com­
pany names that are likely to mislead investors about an 
investment company’s investments and risks. These responses to 
frequently asked questions are available on the SEC Web site at 
www.sec.gov.
Joint Order Granting the Modification o f Listing Standards 
Requirements Under Section 6(h) o f the Securities Exchange 
Act o f  1934 and the Criteria Under Section 2(a)(1) o f the 
Commodity Exchange Act
The SEC and Commodity Futures Trading Commission (CFTC) 
by joint order modified the requirement specified in Section 
6(h)(3)(D) of the 1934 Act, and the criterion specified in Section 
2(a)(1) (D)(i)(III) of the Commodity Exchange Act, to permit an 
ETF share, trust-issued receipt, or share of a registered closed-end 
management investment company to underlie a securities future, 
provided certain specified criteria are met (Release No. 34-46090).
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Audit Issues and Developments2
The Sarbanes-Oxley Act of 2002
The Sarbanes-Oxley Act of 2002, signed into law on July 30, 
2002, is the most significant legislation affecting the accounting 
profession since 1933. A discussion of the Sarbanes-Oxley Act of 
2002 can be found in the general Audit Risk Alert—2002/03 
(product no. 022333kk).
Fraud
Recent highly publicized instances of fraudulent financial reporting 
serve as reminders to auditors of the need to remain alert to possible 
instances of fraudulent activity and to maintain an appropriate atti­
tude of professional skepticism. Auditors should consider the guid­
ance in SAS No. 99, Consideration of Fraud in a Financial Statement 
Audit (AICPA, Professional Standards, vol. 1, AU sec. 316). SAS No. 
99 supersedes SAS No. 82; amends SAS No. 1, Codification of Au­
diting Standards and Procedures (AICPA, Professional Standards, vol. 
1, AU sec. 230, “Due Professional Care in the Performance of 
Work”); and amends SAS No. 85, Management Representations 
(AICPA, Professional Standards, vol. 1, AU sec. 333). SAS No. 99 
does not change the auditor's responsibility to plan and perform the 
audit to obtain reasonable assurance about whether the financial 
statements are free of material misstatement, whether caused by 
error or fraud as stated in AU sec. 110.02.3 However, SAS No. 99 es­
tablishes standards and provides additional guidance to auditors in
2. Readers should refer to the full text o f the auditing standards and other pronounce­
ments that are discussed in this section of the Alert. Readers should be alert for up­
dates, amendments, or other changes to the rules discussed in this section of the 
Alert and other recent developments related to regulatory activities. The brief sum­
maries provided in this section of the Alert are for informational purposes only. 
Readers should refer to the full text of the regulations and other documents that are 
discussed in this section of the Alert.
3. The auditor’s consideration of illegal acts and responsibility for detecting misstate­
ments resulting from illegal acts is defined in Statement on Auditing Standards 
(SAS) No. 54, Illegal Acts by Clients (AICPA, Professional Standards, vol. 1, AU sec. 
317). For those illegal acts that are defined in that Statement as having a direct and 
material effect on the determination of financial statement amounts, the auditor’s re­
sponsibility to detect misstatements resulting from such illegal acts is the same as 
that for errors (see SAS No. 47, Audit Risk and Materiality in Conducting an Audit 
[AICPA, Professional Standards, vol. 1, AU sec. 312]) or fraud.  
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fulfilling that responsibility, as it relates to fraud, in an audit of fi­
nancial statements conducted in accordance with GAAS.
SAS No. 99 is effective for audits of financial statements for peri­
ods beginning on or after December 15, 2002. Early application 
of the provisions of SAS No. 99 is permissible.
A more detailed discussion of SAS No. 99 can be found in the 
general Audit Risk Alert—2002/03. Also, the AICPA has devel­
oped a Practice Aid, Fraud Detection in a GAAS Audit: SAS No. 
99 Implementation Guide. For more information about this Prac­
tice Aid, see the discussion “On the Bookshelf” in the “Resource 
Central” section of this Alert.
The AICPA has launched a new, comprehensive Anti-Fraud and 
Corporate Responsibility Program. The program includes many 
initiatives, including the new auditing standard, SAS No. 99; the 
Institute for Fraud Studies; corporate training programs; and new 
continuing professional education (CPE) recommendations, 
among others. Information about the program, a list of initia­
tives, and other fraud resources are now available on the AICPA 
Web site at www.aicpa.org/antifraud/homepage.htm. Also, look 
for the AICPA’s Anti-Fraud Resource Center, which will launch 
on the AICPA Web site, www.aicpa.org, and will offer compre­
hensive tools, resources, and information for fraud prevention, 
detection, and deterrence.
Auditing and Accounting for Investments
Significance to the Overall Audit
An investment company’s securities portfolio typically comprises 
substantially all its net assets. Accordingly, the audit of an invest­
ment company’s investment accounts is a significant portion of 
the overall audit because of the relative significance of those ac­
counts and of the related income accounts. In auditing the in­
vestment accounts, the auditor should consider various aspects of 
the investment company’s transactions with brokers, custodians, 
and pricing services.
Although the overall direction of the investment activities of an 
investment company is the responsibility of its board of directors,
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the board typically delegates the routine operating and invest­
ment decisions to an investment committee, a portfolio manager, 
or in most situations, an investment adviser. For some funds, the 
adviser may be assisted by one or more subadvisers.
The composition of an investment company’s portfolio is primar­
ily a function of the company’s investment objectives and strategy 
to achieve them. For example, for some funds, the composition 
may reflect an investment objective that tracks the performance 
of a major index, such as the S&P 500 Index.
Guidance for Auditing Investments
Auditors should consider the guidance in the Audit and Account­
ing Guide Audits of Investment Companies when auditing in­
vestment accounts. (See the related discussion “2002 Audit and 
Accounting Guide Audits o f Investment Companies' in this section 
of the Alert, which discusses the update of the Guide with con­
forming changes.) Paragraphs 2.98 through 2.136 provide guid­
ance on auditing procedures for investment accounts. Among the 
matters discussed are the principal objectives in auditing the in­
vestment accounts, consideration of internal control, and exami­
nation of transactions and detail records, including portfolio 
transactions with affiliates and valuation of investments.
The auditing procedures in paragraph 2.101 in the Guide note 
that the auditor should review such relevant investment company 
documents as the latest prospectus, statement of additional infor­
mation, certificate of incorporation, bylaws, and minutes of the 
board of directors’ and shareholders’ meetings to gain an under­
standing of the investment company’s investment objectives and 
restrictions, and consider whether management has a program to 
prevent, deter, or detect noncompliance with the investment com­
pany’s investment restrictions. The auditor should also consider 
whether the program has identified noncompliance with the 
stated investment restrictions and test the operation of the pro­
gram to the extent considered necessary. An investment com­
pany’s failure to comply with its stated investment restrictions 
may be considered a possible illegal act that may have an indirect 
effect on the financial statements of the fund. Should an auditor
19
become aware of the possibility of an illegal act, the procedures 
delineated in SAS No. 54, Illegal Acts by Clients (AICPA, Profes­
sional Standards, vol. 1, AU sec. 317), should be applied. Audi­
tors may also be required, under certain circumstances, pursuant 
to the Private Securities Litigation Reform Act of 1995 (codified 
in Section 10A(b)1 of the 1934 Act), to make a report to the 
SEC relating to an illegal act that has a material effect on the fi­
nancial statements.
Additional audit guidance for auditing investments is available 
in SAS No. 92, Auditing Derivative Instruments, Hedging Activ­
ities, and Investments in Securities (AICPA, Professional Stan­
dards, vol. 1, AU sec. 332), and in the companion Audit Guide 
Auditing Derivative Instruments, Hedging Activities, and Invest­
ments in Securities. Auditors should also consider the need for 
using the work of a specialist for valuation of complex financial 
instruments or restricted securities. SAS No. 73, Using the 
Work o f a Specialist (AICPA, Professional Standards, vol. 1, AU 
sec. 336), can be useful in providing guidance to auditors who 
use the work of a specialist in performing an audit in accor­
dance with GAAS.
Auditors should also consider the guidance in SEC Accounting 
Series Releases No. 113 and No. 118, as well as the SEC Division 
of Investment Management staff interpretive letters.4 This guid­
ance may be useful to auditors and financial statement preparers 
in assessing investment valuations.
Accounting for Investments
Accounting guidance for investments, including methods of 
valuing investments, defaulted debt securities, and expenditures 
in support of defaulted debt securities, lending of portfolio secu­
rities, and accounting for foreign investments, is discussed in 
paragraphs 2.19 through 2.97 of the Guide.
4. Letter from Douglas Scheidt, associate director and chief counsel, SEC Division of In­
vestment Management, to Craig S. Tyle, Investment Company Institute, December 8, 
1999, and Letter from Douglas Scheidt, associate director and chief counsel, SEC Di­
vision of Investment Management, to Craig S. Tyle, Investment Company Institute, 
April 30, 2001. You can obtain these documents on the SEC Web site at www.sec.gov.
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Guidance on the valuation of investments is also provided in 
paragraph 1.32 in the Guide. Paragraph 1.32 states that values 
and changes in values of investments held by investment compa­
nies are as important to investors as the investment income 
earned. Investment companies, therefore, report investments at 
fair value. The fair value of an investment is the amount at which 
the investment could be exchanged in a current transaction be­
tween willing parties, other than in a forced or liquidation sale. 
The best evidence of fair value is the quoted market price in an 
active market. In the absence of a quoted market price, amounts 
representing estimates of fair values using methods applied con­
sistently and determined in good faith by the board of directors 
should be used.
As discussed in paragraph 2.133 of the Guide, auditors should 
determine whether their investment company clients have made 
appropriate disclosures about the method(s) and significant as­
sumptions used to estimate the fair values of investments valued 
by their investment company clients using a valuation model. 
The auditor should become familiar with the SEC's FRRs on this 
subject, with an emphasis on Section 404.03 of the SEC’s Codifi­
cation o f Financial Reporting Policies.
See the related discussions “Accounting Standards Executive 
Committee Projects on Blockage and the Scope of the Audit and 
Accounting Guide Audits o f Investment Companies” and “Expo­
sure Draft on Auditing Fair Value Measurements and Disclo­
sures” in the “On the Horizon” section of this Alert.
2002 Audit and Accounting Guide Audits of Investment Companies
The Audit and Accounting Guide Audits o f Investment Companies 
has been updated with conforming changes to reflect the issuance 
of authoritative pronouncements.
Among the conforming changes to the 2002 edition o f the 
Guide are updates for accounting pronouncements, including 
FASB Statement No. 140, Accounting for Transfers and Servic­
ing o f Financial Assets and Extinguishments o f Liabilities, and 
FASB Statement No. 141, Business Combinations. Updates to the
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Guide for auditing and attestation pronouncements include 
conforming changes for SAS No. 92, Auditing Derivative In­
struments, Hedging Activities, and Investments in Securities', SAS 
No. 94, The Effect o f Information Technology on the Auditor’s 
Consideration o f Internal Control in a Financial Statement Audit 
(AICPA, Professional Standards, vol. 1, AU sec. 319); State­
ment on Standards for Attestation Engagements (SSAE) No. 
10, Attestation Standards: Revision and Recodification (AICPA, 
Professional Standards, vol. 1, AT secs. 101—701); and State­
ment o f Position (SOP) No. 01-4, Reporting Pursuant to the As­
sociation for Investment Management and Research Performance 
Presentation Standards.
Money Laundering Developments
Money Laundering Activities
Money laundering is the funneling of cash or other funds gener­
ated from illegal activities, often through legitimate financial in­
stitutions or businesses to conceal the initial source of the funds. 
Money laundering is a global activity and, like the illegal activities 
that give it sustenance, it seldom respects local, national, or inter­
national boundaries.
Criminals use a wide variety of financial institutions and profes­
sional advisers to launder the proceeds of crime, and according to 
the U.S. Department of the Treasury, securities investment com­
panies may also be vulnerable. The evolving dynamics of the in­
dustry— mergers and acquisitions, broader product lines, new 
technologies, and new distribution channels— generate impor­
tant business opportunities, but they also generate risks for secu­
rities investment companies, including increased money 
laundering vulnerability.
As these industry trends continue, as money launderers increas­
ingly look for a wide range of financial services and conservative, 
legitimate-appearing asset holdings, and as greater regulatory re­
quirements for banks and other non-bank financial institutions 
make it more difficult for them to evade detection, the securities 
investment company industry may become increasingly vulnera­
ble to money laundering and more attractive to money launderers.
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Money Laundering and Financial Statements
Money launderers tend to use the business entity more as a con­
duit than as a means of directly expropriating assets. For this 
reason, money laundering is far less likely to affect financial 
statements than are such types of fraud as misappropriations 
and consequently is unlikely to be detected in a financial state­
ment audit. In addition, other forms of fraudulent activity usu­
ally result in the loss or disappearance o f assets or revenue, 
whereas money laundering involves the manipulation of large 
quantities of illicit proceeds to distance them from their source 
quickly and in as undetectable a manner as possible. However, 
money-laundering activities may have indirect effects on an en­
tity’s financial statements.
Nevertheless, independent auditors have a responsibility under SAS 
No. 54, Illegal Acts by Clients, to be aware of the possibility that ille­
gal acts may have occurred, indirectly affecting amounts recorded 
in an entity’s financial statements. In addition, if specific informa­
tion comes to the auditor’s attention indicating possible illegal acts 
that could have a material indirect effect (for example, the entity’s 
contingent liability resulting from illegal acts committed as part of 
the money laundering process) on the entity’s financial statements, 
the auditor must apply auditing procedures specifically designed to 
ascertain whether such activity has occurred.
Money laundering is considered to be an illegal act that will often 
have an indirect effect on financial statement amounts under SAS 
No. 54. Under SAS No. 54, the auditor should be aware of the 
possibility that such illegal acts may have occurred. If specific in­
formation comes to the auditor’s attention that provides evidence 
concerning the existence of possible illegal acts that could have a 
material indirect effect on the financial statements, the auditor 
should apply audit procedures specifically directed to ascertaining 
whether an illegal act has occurred.
Auditors should also note that laundered funds and their pro­
ceeds could be subject to asset seizure and forfeiture (claims) by 
law enforcement agencies that could result in material contingent 
liabilities during prosecution and adjudication of cases.
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The Bank Secrecy Act
The Bank Secrecy Act (BSA), enacted to address the problems of 
money laundering and other financial crime, authorizes the U.S. De­
partment of the Treasury to issue regulations requiring financial insti­
tutions to file reports, keep certain records, implement anti-money 
laundering programs and compliance procedures, and report suspi­
cious transactions to the government (see 31 CFR Part 103). Failure 
to comply with BSA reporting and recordkeeping provisions may re­
sult in the assessment of severe criminal and civil penalties. Invest­
ment companies are defined as financial institutions under the Act 
(Tide 31 USC 5312 (a) (I)), and unless they are subsidiaries of bank 
holding companies, they are not currently required to report suspi­
cious activity either by employees or by customers, to the Treasury 
Department. The Treasury Department encourages all bank and 
non-bank financial institutions to voluntarily report regarding suspi­
cions of money laundering and related financial crime, as appropri­
ate. Subsidiaries of bank holding companies are required to report 
suspicious activity by the Federal Reserve (12 CFR 225). The An­
nunzio-Wylie Anti-Money Laundering Act of 1992 provides a safe 
harbor from civil liability for reporting financial institutions.
The USA PATRIOT Act
On October 26, 2001, President Bush signed into law the Uniting 
and Strengthening America by Providing Appropriate Tools Re­
quired to Intercept and Obstruct Terrorism (USA PATRIOT) Act of
2001 (the Act). This law, enacted in response to the terrorist attacks 
of September 11, 2001, was intended to strengthen our nations abil­
ity to combat terrorism and prevent and detect money laundering 
activities in all financial institutions. Broad authority to develop 
anti-money laundering regulations applicable to each of the various 
segments of the financial services industry was delegated to the U.S. 
Department of the Treasury. Title III of the USA PATRIOT Act 
amends the anti-money laundering provisions of the BSA.
Interim Final Rule on Anti-Money Laundering Programs 
for Mutual Funds
In April 2002 the U.S. Department of the Treasury through the 
Financial Crimes Enforcement Network (FinCEN) issued an in­
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terim final rule to prescribe minimum standards applicable to 
mutual funds pursuant to the revised provision in the BSA that 
requires financial institutions to establish anti-money laundering 
programs. The application of the interim rule was limited to 
those investment companies falling within the category “open- 
end company” contained in Section 5(a)(1) of the 1940 Act, 
commonly referred to as “mutual funds.” Mutual funds are re­
quired by the interim final rule to develop and implement an 
anti-money laundering program reasonably designed to prevent 
the mutual fund from being used for money laundering or the fi­
nancing of terrorist activities and to achieve and monitor compli­
ance with applicable requirements of the BSA and the U.S. 
Department of the Treasury’s implementing regulations. Pro­
grams must be approved in writing by the mutual fund’s board of 
directors or trustees.
In a separate interim rule, the U.S. Department of the Treasury 
temporarily exempted investment companies other than mutual 
funds from the BSA requirement that they establish anti-money 
laundering programs. The U.S. Department of the Treasury also 
temporarily deferred determining the definition of investment 
company for purposes of the BSA.
Refer to interim final rules and the FinCEN Web site at www.fin­
cen.gov for compliance date information.
Proposed Rule on Anti-Money Laundering Programs 
for Unregistered Investment Companies
In a notice of proposed rulemaking, published in the September 
26, 2002, Federal Register, the U.S. Department of the Treasury, 
through FinCEN, proposed amendments to the BSA regulations. 
The proposed rule would define an investment company to include 
certain investment vehicles not subject to regulation under the 
1940 Act and require those entities to establish anti-money laun­
dering programs. Hedge funds, private equity funds, venture capi­
tal funds, commodity pools, and real estate investment trusts would 
be covered by this proposed definition. Refer to the SEC and Fin­
CEN Web sites for updated information about the proposed rule.
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Proposed Rule on Customer Identification Programs 
for Mutual Funds
In July 2002 the U.S. Department of the Treasury, through Fin­
CEN, and the SEC jointly issued a proposed regulation (see Re­
lease No. IC-25657) to implement Section 326 of the USA 
PATRIOT Act. Section 326 requires the SEC and Secretary of the 
Treasury to jointly prescribe a regulation that, at a minimum, re­
quires investment companies to adopt and implement reasonable 
procedures to (1) verify the identify of any person seeking to open 
an account, to the extent reasonable and practicable; (2) maintain 
records of the information used to verify the persons identity; and 
(3) determine whether the person appears on any lists of known or 
suspected terrorists or terrorist organizations provided to invest­
ment companies by any government agency. The scope of this 
proposed rule is limited to those entities required to register with 
the SEC as investment companies and that fall within the category 
of “open-end company” contained in Section 5(a)(1) of the 1940 
Act, entities commonly referred to as mutual funds. The proposed 
rule would affect mutual funds that are small entities. Refer to the 
SEC and FinCEN Web sites for updated information about the 
proposed rule.
New Auditing and Attestation Pronouncements, 
Quality Control, and Other Guidance
Presented below is a list of auditing and attestation pronounce­
ments, guides, and other guidance issued since the writing of last 
year’s Alert. The AICPA general Audit Risk Alert—2002/03 
(product no. 022333kk) contains a summary explanation of all these 
issuances. For information on auditing and attestation standards 
issued subsequent to the writing of this Alert, please refer to the 
AICPA Web site at www.aicpa.org/members/div/auditstd/technic.htm. 
You may also look for announcements of newly issued standards 
in the CPA Letter, Journal o f Accountancy, and the quarterly elec­
tronic newsletter, In Our Opinion, issued by the AICPA Auditing 
Standards Team and available at www.aicpa.org.
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SAS No. 95
SAS No. 96
SAS No. 97
SAS No. 98
SAS No. 99
SAS No. 100
SOP 02-1
Statement on 
Standards for 
Attestation 
Engagements 
(SSAE) No. 11
SSA E No. 12
Audit and
Accounting
Guide
Generally Accepted Auditing Standards 
Issued in December 2001. This SAS is effective for audits of 
financial statements for periods beginning on or after 
December 15, 2001.
Audit Documentation
Issued in January 2002. This SAS is effective for audits of 
financial statements for periods beginning on or after 
May 15, 2002. Early application is permitted.
Amendment to Statement on Auditing Standards No. 50, 
Reports on the Application of Accounting Principles 
Issued in June 2002. This SAS is effective for written reports 
issued or oral advice provided on or after June 30, 2002. 
Earlier application is permitted.
Omnibus Statement on Auditing Standards—2002 
Issued in September 2002. This SAS amends a number of 
SASs. The effective dates vary for the amendments.
Consideration o f Fraud in a Financial Statement Audit 
Issued in October 2002. This SAS is effective for audits of 
financial statements for periods beginning on or after 
December 15, 2002. Early application of the provisions of 
SAS No. 99 is permissible.
Interim Financial Information
Issued in November 2002. This SAS is effective for interim 
periods within fiscal years beginning after December 15, 2002. 
Early application of the provisions of the SAS is permitted.
Performing Agreed-Upon Procedures Engagements That 
Address Annual Claims Prompt Payment Reports as Required 
by the New Jersey Administrative Code 
Issued in May 2002. This SOP is effective upon issuance 
and is applicable only to agreed-upon procedures 
engagements that report on annual claims prompt payment 
reports as required by the New Jersey Administrative Code.
Attest Documentation
Issued in January 2002. This SSAE is effective for attest 
engagements when the subject matter or assertion is as of 
or for a period ending on or after December 15, 2002. 
Earlier application is permitted.
Amendment to Statement on Standards for Attestation 
Engagements No. 10, Attestation Standards: Revision 
and Recodification
Issued in September 2002. This SSAE is effective upon issuance.
Audits o f State and Local Governments (GASB 34  Edition) 
Issued September 2002. The new Guide is effective for audits 
of a state or local government’s financial statements for the
(continued)
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Audit Guide 
Audit
Interpretations 
o f SAS No. 70, 
Service
Organizations
Audit
Interpretation 
of SAS No. 73, 
Using the Work 
o f a Specialist
Audit
Interpretations 
of SAS No. 58, 
Reports on 
Audited Financial 
Statements
first fiscal period ending after June 15, 2003, in which the 
government does apply or is required to apply the provisions 
of Governmental Accounting Standards Board Statement 
No. 34, Basic Financial Statements—and Managements 
Discussion and Analysis—for State and Local Governments, 
or GASB Statement No. 35, Basic Financial Statements—and 
Management’s Discussion and Analysis—for Public 
Colleges and Universities.
Service Organizations: Applying SAS No. 70, as Amended 
New edition as of April 15, 2002.
Interpretation No. 4, “Responsibilities of Service 
Organizations and Service Auditors With Respect to 
Forward-Looking Information in a Service Organizations 
Description of Controls”
Interpretation No. 5, “Statements About the Risk of Projecting 
Evaluations of the Effectiveness of Controls to Future Periods” 
Interpretation No. 6, “Responsibilities of Service Organizations 
and Service Auditors With Respect to Subsequent Events in 
a Service Auditor’s Engagement”5 
Published in the February 2002 Journal o f Accountancy. 
Audit Interpretations are effective upon publication in the 
Journal o f Accountancy.
Interpretation No. 1, “The Use of Legal Interpretations As 
Evidential Matter to Support Management’s Assertion That 
a Transfer of Financial Assets Has Met the Isolation 
Criterion in Paragraph 9(a) of Financial Accounting 
Standards Board Statement No. 140”
Published in the December 2001 Journal o f Accountancy. 
Audit interpretations are effective upon publication in the 
Journal o f Accountancy.
Interpretation No. 14, “Reporting on Audits Conducted in 
Accordance With Auditing Standards Generally Accepted in 
the United States of America and in Accordance With 
International Standards on Auditing”
Published in the March 2002 Journal o f Accountancy. 
Interpretation No. 15, “Reporting as Successor Auditor 
When Prior-Period Audited Financial Statements Were Audited 
by a Predecessor Auditor Who Has Ceased Operations” 
Published in the November 2002 Journal o f Accountancy. 
Audit interpretations are effective upon publication in the 
Journal o f Accountancy.
5. SAS No. 98, Omnibus Statement on Auditing Standards—2002, among other matters, 
amends SAS No. 70, Service Organizations (AICPA, Professional Standards, vol. 1, AU sec. 
324). The amendment revises the guidance in Interpretation No. 6, “Responsibilities of 
Service Organizations and Service Auditors With Respect to Subsequent Events in a Ser­
vice Auditor’s Engagement” of SAS No. 70, Service Organizations, rescinds Interpretation 
No. 6, and brings the guidance from Interpretation No. 6 into SAS No. 70. This amend­
ment is effective for reports issued on or after January 1, 2003.
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Audit
Interpretation 
of SAS No. 1, 
Codification o f 
Auditing Standards 
and Procedures,
AU section 420, 
“Consistency of 
Application of 
Generally Accepted 
Accounting Principles”
Related-Party
Toolkit
Practice Alert 02-1
Practice Alert 02-2
Practice Alert 02-3
Statement on 
Quality Control 
Standards No. 6
Practice Aid
Practice Aid 
Practice Aid
Booklet
Interpretation No. 12, “The Effect on the Auditor’s Report 
of an Entity’s Adoption of a New Accounting Standard That 
Does Not Require the Entity to Disclose the Effect of the 
Change in the Year of Adoption”
Published in the April 2002 Journal o f Accountancy.
Audit interpretations are effective upon publication in 
the Journal o f Accountancy.
Accounting and Auditing for Related Parties and Related 
Party Transactions: A Toolkit for Accountants and Auditors
Communications with the Securities and Exchange Commission
Use o f Specialists
Reauditing Financial Statements
Amendment to Statement on Quality Control Standards No. 2, 
System of Quality Control for a CPA Firm’s 
Accounting and Auditing Practice
Fraud Detection in a GAAS Audit: SAS No. 99 
Implementation Guide
New Standards, New Services: Implementing Attestation Standards
Assessing the Effect on a Firm’s System of Quality Control Due to 
a Significant Increase in New Clients and/or Experienced Personnel
Understanding Audits and the Auditor’s Report: A Guide 
for Financial Statement Users
O f the pronouncements, guides, and other guidance listed above, 
those having particular significance to the investment companies 
industry are briefly explained below. These summaries are for in­
formational purposes only and should not be relied upon as a 
substitute for a complete reading of the applicable standard. 
To obtain copies of AICPA standards and guides, contact the 
Member Satisfaction Center at (888) 777-7077 or go online at 
www.cpa2biz.com.
Audit Guide Service Organizations: Applying SAS No. 70, 
as Amended
The Audit Guide Service Organizations: Applying SAS No. 70, as 
Amended (new edition as of April 15, 2002) (product no. 
012772kk) assists auditors in applying GAAS in audits of finan-
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cial statements of entities that use service organizations, and in 
service auditors’ engagements. Chapter 1 of this Audit Guide, 
“Audit Considerations for an Entity That Uses a Service Organi­
zation,” identifies the information a user auditor may need 
about the processing performed by a service organization for a 
user organization, and also describes how a user auditor obtains 
that information. Paragraph 1.06 in this Guide provides exam­
ples of service organizations, including the following example 
regarding transfer agents, custodians, and recordkeepers for in­
vestment companies:
Transfer agents process purchases, sales, and other shareholder 
activity for investment companies. Shareholders or prospec­
tive shareholders of investment companies initiate transac­
tions by contacting the transfer agent either in writing, by 
telephone through an automated response unit, or through 
the Internet. The transfer agent remits to (receives from) the 
investment company the net proceeds from the purchase and 
sale of shares in the investment company. The custodian is re­
sponsible for the receipt, delivery, and safekeeping of the com­
pany’s portfolio securities; the receipt and disbursement of 
cash resulting from transactions in these securities; and the 
maintenance of records of the securities held for the invest­
ment company. The custodian may also perform other ser­
vices for the investment company, such as collecting dividend 
and interest income and distributing that income to the in­
vestment company. Recordkeepers maintain the financial ac­
counting records o f the investment company based on 
information provided by the transfer agent and the custodian 
of the investment company’s investments. From the perspec­
tive of the investment company, the transfer agent, custodian 
performing servicing, and recordkeeper may be service orga­
nizations. Accordingly, auditors of an investment company 
may obtain information from a service auditor’s report on 
controls at a transfer agent, recordkeeper, and custodian. 
From the perspective of an investor, an investment company 
is not a service organization but rather an entity in which the 
investor has a financial interest; accordingly, SAS No. 70, as 
amended, does not apply.
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Other chapters in the Guide include discussions about the form 
and content of service auditors reports, and guidance to user au­
ditors on using a service auditor’s report on controls placed in op­
eration (type 1 report) and a service auditor’s report on controls 
placed in operation and tests of operating effectiveness (type 2 re­
port), among other matters. Also, AU section 324: Service Orga­
nizations, is reproduced as Appendix F to this Audit Guide, and 
AU sec. 9324: Service Organizations: Auditing Interpretations o f 
Section 324  is reproduced in Appendix G to this Audit Guide. 
Appendix G includes the three new interpretations of SAS No. 
70 previously listed in this section of the Alert.
New Accounting Pronouncements and Other Guidance 
AICPA and FASB Pronouncements and Other Guidance
Presented below is a list of accounting pronouncements and 
other guidance issued since the writing of last year’s Alert. The 
AICPA general Audit Risk Alert—2002/03 (product no. 022333kk) 
contains a summary explanation of all these issuances. These 
summaries are for informational purposes only and should not be 
relied upon as a substitute for a complete reading of the applica­
ble standard. For information on accounting standards issued 
subsequent to the writing of this Alert, please refer to the AICPA 
Web site, www.aicpa.org, and the FASB Web site, www.fasb.org. 
You may also look for announcements of newly issued standards 
in the CPA Letter and Journal o f Accountancy.
FASB Statement Rescission o f FASB Statements No. 4, 44, 64, Amendment 
No. 145 o f FASB Statement No. 13, and Technical Corrections
Issued in April 2002. The provisions of this Statement 
related to the rescission of FASB Statement No. 4, Reporting 
Gains and Losses from Extinguishment o f Debt, shall be 
applied in fiscal years beginning after May 15, 2002, with 
early application encouraged; The provisions of paragraphs 8 
and 9(c) of this Statement related to FASB Statement No. 13,
(continued)
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FASB
Interpretation
No. 45
FASB Statement 
No. 146
FASB Statement 
No. 147
SOP 01-5
SOP 01-6
Audit and 
Accounting Guide
Technical 
Practice Aids
Questions 
and Answers
Accounting for Leases, are effective for transactions occurring 
after May 15, 2002, with early application encouraged. All 
other provisions of this Statement are effective for financial 
statements issued on or after May 15, 2002, with early 
application encouraged.
Guarantors Accounting and Disclosure Requirements 
for Guarantees, Including Indirect Guarantees o f 
Indebtedness o f Others
Issued in November 2002. The initial recognition and initial 
measurement provisions apply on a prospective basis to 
guarantees issued or modified after December 31, 2002, 
regardless of the guarantor’s fiscal year end. The disclosure 
requirements in the Interpretation are effective for financial 
statements of interim or annual periods ending after 
December 15, 2002.
Accounting for Costs Associated With Exit or Disposal Activities 
Issued in June 2002. The provisions of this Statement are 
effective for exit or disposal activities initiated after 
December 31, 2002. Early application is encouraged.
Acquisitions o f Certain Financial Institutions
Issued in October 2002. See paragraph 7 of this Statement
for effective date information.
Amendment to Specific AICPA Pronouncements for 
Changes Related to the NAIC Codification 
Issued in December 2001. This SOP is effective for annual 
financial statements for fiscal years ending on or after 
December 31, 2001, and complete sets of interim financial 
statements for periods beginning on or after that date and 
audits of those financial statements.
Accounting by Certain Entities (Including Entities With Trade 
Receivables) That Lend to or Finance the Activities o f Others 
Issued in December 2001. Changes in accounting and 
financial reporting required by this SOP should be applied 
prospectively and are effective for annual and interim 
financial statements issued for fiscal years beginning after 
December 15, 2001, with certain exceptions. Early 
application is encouraged.
Audits o f State and Local Governments (GASB 34 Edition)
See the “New Auditing and Attestation Pronouncements, 
Quality Control, and Other Guidance” section of this Alert 
for effective date information.
Software Revenue Recognition
FASB Statement No. 87, Employers Accounting 
for Pensions
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Technical Practice Aids— Investment Companies6
Private Investment Companies Issue (Nonregistered)
In January 2002, the AICPA Accounting Standards staff, helped 
by industry experts, released questions and answers (Q&As), 
commonly referred to as Technical Practice Aids (TPAs), on the 
implementation by private investment companies of certain pro­
visions of the Audit and Accounting Guide Audits o f Investment 
Companies. The TPAs relate primarily to the method of disclos­
ing financial statement highlights by private investment compa­
nies and are as follows:
• Clarification o f Certain Terms When Reporting Financial 
Highlights by Non-Registered Investment Funds (AICPA, 
Technical Practice Aids, vol. 1, sec. 6910.04)
• Disclosure o f Per Share or Per Unit Data When Reporting 
Financial Highlights by Non-Registered Investment Funds 
(sec. 6910.05)
• Reporting o f Classes o f Shares When Reporting Financial 
Highlights by Non-Registered Investment Funds (sec. 6910.06)
• Computation o f Financial Ratios When Reporting Financial 
Highlights by Non-Registered Investment Funds (sec. 6910.07)
• Computation o f Expense Ratio When Reporting Financial 
Highlights by Private Equity and Venture Funds (sec. 6910.08)
• Computation of Financial Ratios When Reporting Financial 
Highlights by Partnership Funds-of-Funds and Master-Feeder 
Funds (sec. 6910.09)
• Computation of Total Return When Reporting Financial High­
lights by Non-Registered Investment Funds (sec. 6910.10)
6. “Technical Questions and Answers” specifically pertaining to investment companies 
are found in Technical Practice Aids (AICPA, vol. 1, sec. 6910). The questions and 
answers (Q&As) included in “Technical Questions and Answers” are nonauthorita­
tive and are based on selected practice matters identified by the staff of the AICPA 
Technical Hotline and various other bodies within the AICPA. As of the writing of 
this Alert, the Q&As discussed in this section of the Alert are also available on the 
AICPA Web site at www.aicpa.org.
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Reporting Financial Highlights by Separate Accounts
In February 2002, the AICPA Accounting Standards staff, helped 
by industry experts, released Q&As, commonly referred to as 
TPAs, on reporting financial highlights by separate accounts. The 
TPAs provide guidance on how to apply the financial highlights 
requirement by the Audit and Accounting Guide Audits o f Invest­
ment Companies to separate accounts and are as follows:
• Reporting Financial Highlights by Separate Accounts 
(AICPA, Technical Practice Aids, vol. 1, sec. 6910.11)
• Reporting o f Per Share or Per Unit Data When Reporting Fi­
nancial Highlights by Separate Accounts (sec. 6910.12)
• Computation o f Per Share or Per Unit Data When Reporting 
Financial Highlights by Separate Accounts (sec. 6910.13)
• Reporting Units Issued and Redeemed During the Period 
(sec. 6910.14)
• Transition (sec. 6910.15)
Application of FASB Statement No. 144, Accounting for the 
Impairment or Disposal of Long-Lived Assets
FASB Statement No. 144, Accounting for the Impairment or Dis­
posal o f Long-Lived Assets, among other matters, amends Account­
ing Research Bulletin (ARB) No. 51, Consolidated Financial 
Statements, to eliminate the exception to consolidation for a sub­
sidiary for which control is likely to be temporary. At its Novem­
ber 7, 2001 meeting, the FASB clarified that the amendment is 
not intended to apply to the exception to consolidation for non­
investment company investees measured at fair value pursuant to 
paragraph 7.04 of the Audit and Accounting Guide Audits o f In­
vestment Companies. See FASB Action Alert No. 01-41.
Application of EITF Topic D-98, Classification and Measurement 
of Redeemable Securities
Consistent with an SEC staff announcement published under 
Emerging Issues Task Force (EITF) Topic D-98, Classification
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and Measurement of Redeemable Securities, a registered invest­
ment company should not include preferred stock under the cap­
tion “Net assets” if the investment company may be required to 
redeem all or part of the preferred stock upon failure to satisfy 
statistical coverage requirements imposed by its governing docu­
ments or a rating agency, as discussed in paragraph 7.31 in the 
Audit and Accounting Guide Audits o f Investment Companies.
On July 12, 2002, the Chief Accountants Office of the Division 
of Investment Management released more guidance specific to 
the application of EITF Topic D-98 to closed-end funds. O f 
most significance, the staff indicated that distributions to pre­
ferred stockholders should be presented as a component of the 
net increase (decrease) in net assets resulting from investment op­
erations, below net investment income on the statement of oper­
ations, the statement of changes in net assets and financial 
highlights. The staff indicated that preferred stock arrangements 
that are redeemable on a fixed or determinable date should follow 
the guidance set forth in EITF Topic D-98.
On the Horizon
Auditors should keep abreast of auditing and accounting devel­
opments and upcoming guidance that may affect their engage­
ments. The AICPA general Audit Risk Alert—2002/03 (product 
no. 022333kk) summarizes some of the more significant ongo­
ing projects and exposure drafts outstanding. Presented below is 
brief information about certain ongoing projects and exposure 
drafts that are especially relevant to the investment companies 
industry. Remember that exposure drafts are nonauthoritative 
and cannot be used as a basis for changing GAAP or GAAS.
The following table lists the various standard-setting bodies’ Web 
sites where information may be obtained on outstanding expo­
sure drafts, including downloading a copy of the exposure draft. 
These Web sites contain much more in-depth information about 
proposed standards and other projects in the pipeline. Many 
more accounting and auditing projects exist beyond those dis­
cussed below and in the general Audit Risk Alert—2002/03.
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Readers should refer to information provided by the various stan­
dard-setting bodies for further information.
Standard-Setting Body Web Site
AICPA Auditing www.aicpa.org/members/div/ auditstd/drafts.htm
Standards Board
AICPA Accounting www.aicpa.org/members/div/acctstd/edo/index.htm
Standards Executive
Committee
Financial Accounting www.fasb.org
Standards Board
Professional Ethics www.aicpa.org/members/div/ethics/index.htm
Executive Committee
Help Desk—The AICPA’s standard-setting committees publish 
exposure drafts of proposed professional standards exclusively 
on the AICPA Web site. The AICPA will notify interested par­
ties by e-mail about new exposure drafts. To have your e-mail 
address put on the notification list for all AICPA exposure 
drafts, send your e-mail address to memsat@aicpa.org. Indicate 
“exposure draft email list” in the subject header field to help 
process the submission more efficiently. Include your full name, 
mailing address and, if available, your membership and sub­
scriber number in the message.
Accounting Standards Executive Committee Projects on 
Blockage and the Scope of the Audit and Accounting Guide 
Audits of Investment Companies
Chapter 1 in the Audit and Accounting Guide Audits o f Invest­
ment Companies discusses the kinds of companies considered to 
be investment companies to which the provisions o f the Guide 
apply. As noted in the Guide, the FASB expressed concerns re­
garding both the clarity of the scope of the Guide and the use of 
a blockage factor in estimating the fair value o f certain unre­
stricted investments that have a quoted market price in an active 
market. As a result, the Accounting Standards Executive Com ­
mittee (AcSEC) is undertaking two separate projects to address 
those concerns. For both issues, the Guide includes “standstill” 
provisions on current accounting practice as follows:
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• Clarification of the Scope of the Investment Companies Audit 
and Accounting Guide. AcSEC plans to release in December
2002 an exposure draft of a proposed SOP, Clarification of 
the Scope of the Audit and Accounting Guide Audits of Invest­
ment Companies and Accounting by Parent Companies and 
Equity Method Investors for Investments in Investment Compa­
nies, to address this issue. Until that project is finalized, an 
entity should consistently follow its current accounting poli­
cies for determining whether the provisions of the Guide 
apply to investees of the entity or to subsidiaries that are con­
trolled by the entity. Further, the FASB has expressed its view 
that an investment company (other than a separate account 
of an insurance company as defined in the 1940 Act) must 
be a separate legal entity to be within the scope of the Guide 
(see the FASB Action Alert No. 02-14, April 3, 2002). Ac­
cordingly, the specialized accounting principles in the Guide 
should be applied to an investment made after March 27, 
2002, only if the investment is held by an investment com­
pany that is a separate legal entity. Investments acquired prior 
to March 28, 2002, or those acquired after March 27, 2002, 
pursuant to an irrevocable binding commitment that existed 
prior to March 28, 2002, should continue to be accounted 
for in accordance with the entity’s existing policy for such in­
vestments. For further discussion of this matter, see the FASB 
Staff announcement in EITF Topic D-74, Issues Concerning 
the Scope of the AICPA Audit Guide on Investment Companies.
• Use of a blockage factor. If it was an entity’s accounting pol­
icy in investment company financial statements issued for 
fiscal years ending on or before May 31, 2000, to apply a 
blockage factor to estimate the fair value of certain unre­
stricted investments that have a quoted market price in an 
active market, the entity may continue to apply that policy 
to those and similar investments. However, disclosure of 
the existence of such a policy is required. Otherwise, an en­
tity may not elect to adopt such a policy pending the com­
pletion of AcSEC's project on this matter or FASB’s project 
on measuring financial instruments at fair value.
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FASB Exposure Draft on Consolidation of Certain Special 
Purpose Entities
The FASB has issued an exposure draft of a proposed Interpreta­
tion, Consolidation o f Certain Special Purpose Entities. This pro­
posed Interpretation would address consolidation by business 
enterprises of special-purpose entities (SPEs) to which the usual 
condition for consolidation described in ARB No. 51, Consolidated 
Financial Statements, does not apply because the SPEs have no vot­
ing interests or otherwise are not subject to control through owner­
ship of voting interest. The FASB expects to issue an interpretation 
in the fourth quarter of 2002. While it is still unclear how this ex­
posure draft would affect investment companies, the impact could 
be significant.
Exposure Draft on Auditing Fair Value Measurements 
and Disclosures
The AICPA's Auditing Standards Board (ASB) has released an ex­
posure draft of a proposed SAS titled Auditing Fair Value Mea­
surements and Disclosures. The proposed SAS addresses auditing 
considerations relating to measurement, presentation, and disclo­
sure of assets, liabilities, and specific components of equity pre­
sented or disclosed at fair value in the financial statements. The 
ASB will discuss a revised draft of the proposed SAS at its De­
cember 2002 meeting. If approved at that meeting, the SAS is ex­
pected to be issued by February 2003.
New Framework for the Audit Process
The AICPA's ASB has released an exposure draft of seven pro­
posed SASs relating to the auditor’s risk assessment process. See 
the AICPA general Audit Risk Alert—2002/03 for a discussion of 
these proposed SASs.
You should keep abreast of the status of this project and projected 
exposure drafts, inasmuch as they will substantially affect the 
audit process. More information can be obtained on the AICPA 
Web site at www.aicpa.org.
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Investment Companies Regulatory Liaison Task Force
The AICPA established the Investment Companies Regulatory 
Liaison Task Force to liaise with regulatory agencies to advocate 
the profession’s views and to provide technical counsel to ensure 
that related regulatory or broad private-sector requirements in­
volving accounting, auditing, or work by CPAs for the invest­
ment companies industry are consistent with and workable under 
professional standards set in the private sector.
Information on the task force and meeting highlights can be ob­
tained at the AICPA Web site at www.aicpa.org.
Resource Central
Education courses, Web sites, publications, and other resources 
available to CPAs
On the Bookshelf
Checklist Supplement and Illustrative Financial Statements 
for Investment Companies
The Checklist Supplement and Illustrative Financial Statements 
for Investment Companies (product no. 008943kk) is a nonau­
thoritative financial accounting and reporting practice aid for 
preparers or reviewers of financial statements of investment 
companies. This checklist should be used in conjunction with 
the Checklists and Illustrative Financial Statements for Corpora­
tions (product no. 008933kk).
Audit and Accounting M anual
The Audit and Accounting Manual (product no. 005132kk) is a 
valuable nonauthoritative practice tool designed to provide assis­
tance for audit, review, and compilation engagements. It contains 
numerous practice aids, samples, and illustrations, including 
audit programs; auditors’ reports; checklists; and engagement let­
ters, management representation letters, and confirmation letters.
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Practice Aid, Fraud Detection in a  GAAS Audit: SAS No. 99  
Implementation Guide
In connection with the issuance of SAS No. 99, Consideration of 
Fraud in a Financial Statement Audit, the AICPA has developed a 
new Practice Aid (product no. 006613kk). The Practice Aid in­
cludes topics such as:
• How the new SAS changes audit practice
• Developing an implementation plan
• Audit issues in revenue recognition
• Inquiries of entity personnel
• Practice aids, such as:
-  Specialized industry fraud factors, including the invest­
ment companies industry
-  Common frauds, and extended audit procedures 
AICPA reSOURCE
AICPA reSOURCE Online is an electronic library that provides 
instant access to the AICPA’s Professional Standards, Technical 
Practice Aids, current Audit and Accounting Guides, current 
Audit Risk Alerts, and Accounting Trends and Techniques. To sub­
scribe, go online at www.cpa2biz.com.
The AICPA also has a CD-ROM product titled reSOURCE: 
AICPA’s Accounting and Auditing Literature. This CD-ROM also 
enables subscription access to the AICPA Professional Literature 
products in a Windows format.
Education Courses
The AICPA has developed a number of continuing professional 
education (CPE) courses that are valuable to CPAs working in 
the investment companies industry, many of them available for 
both group study and self-study. For more information about 
AICPA CPE courses, call the AICPA (Member Satisfaction) at 
(888) 777-7077.
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Online CPE
The AICPA offers an online learning tool, AICPA InfoBytes. An 
annual fee provides you with unlimited access to hundreds of 
courses of online CPE in one- and two-hour segments.
CPE CD-ROM
The Practitioner’s Update (product no. 7381 10kk) CD-ROM 
helps you keep on top of the latest standards. Issued twice a 
year, this cutting-edge course focuses primarily on new pro­
nouncements that will become effective during the upcoming 
audit cycle.
Member Satisfaction Center
To order AICPA products, receive information about AICPA ac­
tivities, and find help on your membership questions, call the 
AICPA Member Satisfaction Center at (888) 777-7077.
Hotlines
Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about 
accounting, auditing, attestation, compilation, and review ser­
vices. Call (888) 777-7077.
Ethics Hotline
Members of the AICPA Professional Ethics Team answer in­
quiries concerning independence and other behavioral issues re­
lated to the application of the AICPA Code of Professional 
Conduct. Call (888) 777-7077.
Web Sites
AICPA Online and CPA2Biz
AICPA Online offers CPAs the unique opportunity to stay 
abreast of matters relevant to the CPA profession. AICPA Online 
informs you of developments in the accounting and auditing 
world as well as developments in congressional and political af­
fairs affecting CPAs. In addition, CPA2Biz.com offers all the lat-
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est AICPA products, including the Audit Risk Alerts, Audit and 
Accounting Guides, the professional standards, and CPE courses.
Other Helpful Web Sites
Further information on matters addressed in this Audit Risk Alert 
is available through various publications and services offered by a 
number of organizations. Some of those organizations are listed in 
the “Information Sources” table at the end of this Alert.
This Audit Risk Alert replaces the Investment Companies Industry 
Developments—2001/02 Audit Risk Alert. The Investment Com­
panies Industry Developments Audit Risk Alert is published annu­
ally. As you encounter audit or industry issues that you believe 
warrant discussion in next year’s Alert, please feel free to share 
them with us. Any other comments that you have about the Alert 
would also be appreciated. You may e-mail these comments to 
mkasica@aicpa.org or write to:
Maryann Kasica, CPA 
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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INFORMATION SOURCES
Organization Web Site
American Institute of 
Certified Public Accountants
www.aicpa.org
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
Telephone: (888) 777-7077 
(Member Satisfaction Center)
Financial Accounting Standards Board www.fasb.org
Order Department: 
401 Merritt 7 
P.O. Box 5116 
Norwalk, CT 06856-5116
Telephone: (800) 748-0659
Financial Crimes Enforcement 
Network (FinCEN)
www.fincen.gov
U.S. Securities and Exchange 
Commission
www.sec.gov
SEC Headquarters:
450 Fifth Street, NW 
Washington, D C 20549
Publications Unit:
Telephone: (202) 942-4040
SEC Public Reference Room: 
Telephone: (202) 942-8090
(202) 942-8092 (tty)
Investment Company Institute www.ici.org
1401 H Street, NW 
Washington, DC 20005
022363
